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1.   Accounting and Taxation in the UK


1.1 Definition of the tax base for a UK company
In general, corporation tax is levied on companies resident in the UK and on other companies on their profits generated in the UK. The tax base of a company is the company’s income and chargeable capital gains calculated in accordance with the relevant legislation, case law, administrative statements of practice and extra-statutory concessions. The primary legislation relating to corporation tax was formerly found in the Taxes Act 1988. This has now been rewritten as part of the Tax Law Rewrite project set up to make tax legislation “clearer and easier to use, without changing or making less certain its general effect”​[1]​ and is now included in the Corporation Tax Act 2009, the Corporation Tax Act 2010 and the Taxation (International and Other Provisions) Act 2010 though other legislation may also be relevant.
The precise definition of the tax base is, of course, complex. In addition it should be noted that the definition of the tax base may be modified by the UK Government’s plans regarding the reform of corporation tax. Some of these are described in the Government’s ‘road map’ for corporation tax as laid out in a policy paper published by HM Treasury in 2010.​[2]​ This paper stated that there are four main ways in which business is affected by the corporation tax system namely:

	The main rate of corporation tax
	The definition of the tax base
	The quality of tax policy development
	The administration and collection of corporation tax.

In terms of the definition of the tax base the paper stated​[3]​:

“The definition of the corporation tax base is important as it determines the burden placed on businesses to compute their liabilities and also the scope and reach of the UK tax system. As such it has a significant impact on the decisions of global business based and investing here. The Government wants to deliver a simpler tax system and ensure that the corporation tax system continues to place a relatively low compliance burden on business. In addition, its aim of creating the most competitive corporate tax system in the G20 means it should look at areas where the UK is uncompetitive or where legislation has not kept pace with wider developments. Two particular areas where business has concerns are the taxation of income that is earned abroad and income from intellectual property (IP).”​[4]​

Progress was made by the Government of 2010 to 2015 as described and evaluated, for example, by the Oxford University Centre for Business Taxation.​[5]​ Perhaps the most high profile change related to the rates rather than the tax base with a series of reductions in the main rate of corporation tax taking it from 28 per cent in 2010 to 20 per cent in 2015. However, there were also developments regarding the tax base, for example with respect to writing-down allowances for plant and machinery, the annual investment allowance and the controlled foreign company regime. Further changes are to come. Following the general election in May 2015 the new Government reaffirmed its support for reform in the subsequent Summer Budget Statement​[6]​ which announced that a new business tax road map will be published in 2016 and this will set out plans for business tax reform over the period of the new Parliament - that is to 2020. Furthermore in 2015 the Office of Tax Simplification began a review of the taxation of smaller companies with the aim of simplifying the system and this may also have implications for the tax base.​[7]​ 


1.2   The connection between the tax base and financial accounting

The relationship between accounting principles and taxation in the UK has been examined before and is more complex than may at first appear​[8]​. This may be partly because in the UK financial accounting has developed more independently from tax legislation than in some other countries.​[9]​ As Nobes and Parker​[10]​ make clear, tax legislation has only a small effect on financial reporting by companies in the UK and it is not a major consideration in the preparation of unconsolidated financial statements as it is in many parts of continental Europe. However, the connection between the tax base and financial accounting is also complex because the basic nature and purpose of both accounting and taxation are different - as examined in section 1.5 below. Furthermore, accounting is in a continual process of development. Sir Thomas Bingham put it well in the case of Gallagher v. Jones​[11]​ with respect to accepted principles of commercial accountancy by saying that: “as has often been pointed out, such principles are not static: they may be modified, refined and elaborated over time as circumstances change and accounting insights happen.”  
Cases form an important part of the UK tax system and accounting principles are often accepted for the purposes of taxation. Again, as Sir Thomas Bingham suggested in Gallagher v. Jones​[12]​:
“I find it hard to understand how any judge-made rule could override the application of a generally accepted rule of commercial accountancy which (a) applied to the situation in question (b) is not one of two or more rules applicable to the situation and (c) was not shown to be inconsistent with the true facts or otherwise inapt to determine the true profits of losses of the business.”
The UK situation is that financial statements are usually the starting point for taxation but the figures are modified by the requirements of tax legislation. For example, the depreciation of capital assets is an important inclusion in financial accounts but in the UK it is not deductible against taxable income. Instead companies can claim capital allowances, the rates of which are laid down by law. There may be other divergences between accounting and taxation for matters such as the timing of receipts and when unpaid accounts become allowable as bad debts. Another example is that in running a business all legitimate costs should be deducted before profits are calculated but in the UK some costs such as those incurred in entertaining customers are disallowed for tax purposes. The original reason for this seems to have been to prevent extravagance and tax avoidance but such expenses could be very important to the commercial success of the company.
There are also, of course, changes taking place as the former UK GAAP is being replaced by new arrangements influenced by IFRS and these are summarised in section 2 below.

1.3   Theoretical justifications for the connection between income taxation and financial accounting.

There are theoretical justifications for linking taxation and financial accounting. Clearly in terms of efficiency it is preferable to have the same figures serve more than one purpose provided there are no compelling reasons why they should be different. Furthermore, using the same figures might make taxation simpler and therefore perhaps more acceptable to taxpayers as well as saving administrative and compliance costs.​[13]​
A related argument is certainty in taxation. Macdonald​[14]​  set out the issue as to whether it is possible to increase certainty in the tax system “by legislating for accounting principles which are appropriate for tax purposes and not inconsistent with those on which accounting practice is based.”
A further theoretical justification is that a single set of figures might reduce the scope for taxpayers to manipulate them for the purposes of avoiding tax.
Another justification relates to advantages of taxation being more aligned with the realities of business so that the government shares fairly in both profits and losses.​[15]​ This requires the tax system to take account of genuine business losses as well as profits as far as possible. 

1.4   Calculation of the tax base

In the UK the calculation can often be a complex process not only because tax legislation is very detailed but also because case law is extensive. The UK tax authority, HM Revenue and Customs (HMRC), ​[16]​ also issues a large number of statements of practice and extra-statutory concessions which may be relevant to the calculation of chargeable profits.


1.5   Differences between financial and tax accounting

Although it might be thought that the calculation of variables such as income, expenditure and profits should be the same for both accounting and taxation, this is not always true. Different figures might be appropriate in different circumstances​[17]​ and tax systems and financial reporting have different purposes.​[18]​ Taxation is raised, of course, to pay for public expenditure but such is the pervasiveness of taxation in modern economies that it may also be used as an instrument for a whole range of government policies such as the redistribution of wealth and other social objectives, to influence the economy and for political purposes. In terms of principles, a good tax system should be economically efficient, equitable, certain and not unduly costly to administer and comply with​[19]​ but sometimes there are tensions between such criteria and government objectives which may result in even more complications for the tax system.​[20]​ In contrast, the general purpose of financial accounting is to provide information for the purposes of control and decision-making. It is important to a range of interests – managers, investors and creditors - and their need for financial information may not be the same as that of the tax authorities.
Specifically in the UK, the impact of accounting practice on the definition of taxable trading profit has been an issue for a very long time.​[21]​ The situation was made clear by Whittington who combines distinction in both tax policy and accounting. In terms of tax policy he was a member of the Meade Committee on the reform of direct taxation and subsequently of the IFS Tax Law Reform Committee: in terms of accounting he was a member of the Accounting Standards Board and later a full-time member of the International Accounting Standards Board. Whittington’s​[22]​ view was that principles of taxation would not lead to the adoption of accounting policy as a basis for corporation tax. As he pointed out, it is possible to incorporate accounting standards into revenue law but, after examining different aspects of the issue, he concluded that “financial reporting to investors and accounting for tax purposes are distinct objectives which are not always consistent with each other.” The discussion has continued, for example, with Macdonald’s Tax Law Review Committee paper​[23]​ which examined some of the basic issues that arise in considering the alignment of accounting and taxable profits and whether or not a more consistent alignment of the two would be appropriate. These matters form part of the background of the common consolidated corporate tax base (CCCTB) examined in section 3 below.


1.6   The assessment of the financial income by the national tax administration

In the UK, corporation tax has had a full self-assessment system since 1998 and each company is responsible for making the assessment.​[24]​ As the self-assessment must include the tax payable, HM Revenue and Customs (HMRC) does not need to raise an assessment, though it has the powers to do so in certain cases where the company does not submit a return or the authorities are not satisfied with the return that was submitted. After the return has been received HMRC usually has a period of 12 months within which to make formal enquiries. These enquiries are often resolved by correspondence and further information. HMRC has the power to require information and to enter premises in some circumstances but this power is not often used and tax officials do not routinely visit the premises of taxpayers.

There is a requirement to disclose certain tax planning arrangements under the Disclosure of Tax Avoidance Schemes (DOTAS) requirements.​[25]​ There are also many penalties for failure to comply with the self-assessment system, for example by failing to submit tax returns on time, maintain required records and unreasonably failing to report errors in HMRC assessments.


2.1   The implementation of IFRS in the UK

Moves towards International Accounting Standards, or IAS as they were then called, have been going on in the UK for some time. A difficulty with IAS, and more recently IFRS, was that the great majority of UK companies are small or very small enterprises without either the need or capability to implement IFRS. The process of convergence with international standards was delayed for a while and a new document was developed – IFRS for SMEs – intended as an international standard for non-publicly accountable enterprises.  Standards in the UK continued to be revised and, largely with effect from 1 January 2015, the ‘old GAAP’ has been replaced by a ‘New GAAP’​[26]​ consisting of financial reporting standards FRS 100 to 105. IFRS is required for the consolidated financial statements of all companies whose securities are listed on a regulated market. It is also permitted for other consolidated financial statements and for separate or individual financial statements. It does not apply directly to unlisted entities for which there is a new accounting standard FRS 102​[27]​ based on IFRS for SMEs. There is also FRS 105​[28]​ for micro-entities.

One example of the way IFRS has converged with accounting standards in the UK is the issue of substance over form. The Financial Reporting Council​[29]​ presents the issue clearly as follows:


‘IFRS and new UK GAAP, unlike the standards it replaces, do not contain separate standards that require accounts to reflect the substance of a transaction rather than its legal form where this is different. However, this does not mean that substance over form has no place in IFRS or new UK GAAP. 

‘It would be difficult for accounts to present a true and fair view if form had overridden substance. IAS 8 states that for information to be reliable, it must be reported in accordance with economic substance, rather than strictly in adherence to its legal form. Indeed if material transactions are not accounted for in accordance with their substance it is doubtful whether the accounts present a true and fair view.’ 

The position is also made clear in FRS 102​[30]​ which states: ‘Transactions and other events and conditions should be accounted for and presented in accordance with their substance and not merely their legal form.’


2.2 Consequences of the implementation of IFRS

Although IFRS represents an important initiative to reduce international differences in accounting rules, it is not necessarily true that its implementation will always result in uniform accounting practices. In an influential paper Ball​[31]​ suggested that there might be significant differences between countries in the implementation of IFRS which might be hidden by a veneer of uniformity and that it was unlikely that uniform standards would produce uniform financial reporting. Callao et al.​[32]​ found that the first application of IFRS had different effects on financial reporting in different countries. Kvaal and Nobes​[33]​ presented evidence that different national accounting practices before IFRS continued where it was allowed within IFRS. They were also able to document the existence of national patterns of accounting within IFRS. In examining the costs and benefits of the implementation of IFRS Fox, et al.​[34]​ explained similarities and differences from an Anglo-Saxon and an EU continental perspective. Another contribution​[35]​ compared the implementation of IFRS in the UK as an example of the Anglo-Saxon accounting model and Spain as a representative of the continental model. This study was also concerned with possible effects of the level of enforcement which previous research had indicated was higher in the UK than in Spain. The research examined the quantitative impact of IFRS on financial reporting by first-time adopters and the results indicated that the quantitative impact was significant in both countries but higher in the UK. The authors also found evidence of negative effects on the relevance of financial reporting though this effect was only significant in Spain.

A study by the Institute of Chartered Accountants in Scotland​[36]​ of the implementation of IFRS in the UK, Italy and Ireland found that it has not always been easy. However, although the financial impact has often been negligible, there have been substantial changes to systems and processes in organisations. The study also found that there had been an increase in internationally-orientated disclosures in corporate annual reports. 

Two other areas are worth mentioning. One is the application of IFRS to the public sector which followed the private sector in the UK in adopting IFRS. The other aspect in the UK context is devolution. Connelly and Wall​[37]​ studied the implementation of IFRS in the central government departments in the devolved administrations of Northern Ireland, Scotland and Wales. They found that the implementation of IFRS was smoother than expected but that the effects on management information systems and other aspects were limited.


3.    Differences between the CCCTB and the UK corporate tax base.

There has not been a great deal of scholarly literature published in the UK on the CCCTB but there have been some significant contributions. Freedman and Macdonald​[38]​ indicated the importance of principles in designing a new tax base and argued that to be successful the CCCTB must contain a comprehensive and autonomous set of rules. As the authors put it, the CCCTB “must be a Comprehensive Common Consolidated Corporate Tax Base (CCCCTB or C4TB)”.​[39]​ Fuest​[40]​ discussed the implications of the CCCTB proposal for the efficiency and fairness of the tax system and concluded that for the proposal to receive widespread support there would have to be more evidence of economic benefits. Devereux and Fuest​[41]​ examined the economic advantages and disadvantages of the CCCTB concept concluding there were advantages but also some significant drawbacks. The authoritative volume by Tiley and Loutzenhiser​[42]​ contains only a few passing references to the CCCTB but includes doubts that the UK would find the CCCTB acceptable.

However, the basic features as contained in the draft CCCTB Directive of 16 March 2011 and the possible effects of these on the UK tax system have been analysed by Panayi.​[43]​ She compared the proposed rules with UK provisions and concentrated on issues such as anti-abuse rules, formulary apportionment, loss relief, intra-group transfers, the taxation of inbound and outbound investment and the administration of the new system.

As Panayi points out, features of the CCCTB that differ from the UK arrangements may influence tax planning on the part of multinational companies. For example, domestic tax incentives are not allowable under the CCCTB. She also suggested that all Member States should look again at whether to adopt the CCCTB on the basis of legal and economic grounds rather than on the basis of political factors and reminded us that there are other developments in the international tax field which are leading to closer tax integration between countries anyway.​[44]​

The progress of the CCCTB has been held back by a lack of support in various quarters so further developments were initiated in 2015 when the European Commission relaunched its proposal for the CCCTB and published an Action Plan for “A fair and Efficient Corporate Tax System in the European Union”.​[45]​  One of the difficulties for the UK is that the CCCTB is designed to reduce tax competition between countries but tax policy in the UK endorses tax competition, not only by cutting the rate of corporation tax but also by making the UK tax regime more favourable for multinational companies in other ways. The UK Government therefore is reluctant to adopt the CCCTB. In June 2015, David Gauke, financial secretary to the Treasury, said: “The CCCTB has been around a very long time. It is a proposal still looking for a justification.”​[46]​ Later David Gauke told representatives from the European Parliament that the UK would not adopt the latest proposals​[47]​ and the Treasury said in a statement “Direct taxation is a matter for EU countries, and any direct taxation matters require unanimity across all EU countries. We’re fully involved in international discussions on tax issues and have consistently supported global measures, through the EU, G20 and OECD, which will strengthen international rules to prevent corporate tax avoidance.”​[48]​


4. Fiscal Aspects of the New Accounting Directive

The effects of the EU’s new accounting directive – “EU Directive 2013/34/EU on the annual financial statements, consolidated statements and related reports of certain types of undertakings” were relatively limited in the UK as much had already been implemented.​[49]​ The aims of the Directive were to simplify the accounting requirements for small companies and improve the clarity and comparability of financial statements. They were therefore supported by the UK Government which stated that: “The Government has a strong and on-going commitment to reducing unnecessary administrative burdens, in particular for small businesses. These changes in European Law provide an opportunity for the Government to further reduce the administrative burdens associated with the preparation and publication of statutory accounts, especially for small companies”.​[50]​
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